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ABSTRACT 
 
 
The taxation of the profits of incorporated businesses is one of the main reasons that curtails the 
sustainable future growth in business. It stifles the process of capital accumulation and the entrepreneurial 
process of discovery. The result is that the tax is an immoral one: it is a populist tax that keeps people poor and 
let them believe they do not pay but others do pay the tax. For the businesses sector probably the best strategy to 
stop “paying” taxes is to play the ethical trump card as the main motivation to abolish the corporate income tax.  
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INTRODUCTION 
 
 
In the newspapers we do read a lot about the supposed immorality of firms trying to evade paying the 
corporate income tax (Hannon, 2013; Barro, 2015). But what about the morality of firms having to pay taxes in 
the first place? May be trying to evade paying taxes is the lesser evil and the best thing to do---especially from an 
ethical point of view. In this paper we do assess the morality of the corporate income tax with the time-tested 
criteria of Adam Smith from the end of the 18th century and Jean-Baptiste Say of the beginning of the 19th 
century. In short, we look at taxing businesses from an ethical point of view. We do not directly look at its 
political, technical or practical problems. 
 
We do start with stating two reasons why taxing profits curtails the sustainable growth of business. The 
first reason is well-known, the second is far less known. We continue with stating the criteria used by Smith and 
Say to measure the goodness of a tax. Next we apply the criteria to the corporate income tax. The paper ends 
with some advice for those who do want to stop taxing profits in order to secure the growth of business.  
 
 
 
 
TWO EFFECTS OF THE CORPORATE INCOME TAX 
 
There is a well-established relation between taxation and economic performance (Hauser, 1996). In the 
following we do look at the influence of taxation on capital accumulation and the market process.  
 
 
Capital Accumulation  
 
 
The most-frequently cited reason to abolish the corporate income tax is that it stifles the process of 
capital accumulation and hence economic growth. When a corporation decides whether to invest it needs to 
make sure its after-tax return is high enough to satisfy investors. The tax on corporate income, as well as on the 
investment income for the investor, increases the cost of capital. This leads to lower level of investment and a 
smaller capital stock in the overall economy and therefore to lower worker productivity, lower wages and slower 
economic growth (Pomerleau, 2015; Ginn and Heflin 2015).  
 
Recent studies show that, e.g., cutting in the U.S. the corporate tax rate from 35% to 24% would boost 
the level of the Gross Domestic Product (GDP) by nearly $370 billion. And more than that, the resulting 
feedback from this new growth, in turn, would generate an additional $11 billion in revenues (Hodge, 2015; cp. 
Fehr cs. 2013). In short, the tax burden of the corporate income tax on investment is pernicious (Mitchell, 2015). 
 
 
The market process 
 
 
There is a second, far less known, but from an entrepreneurial point of view more important reason not 
tax business. Economic growth is a function of economic freedom. This since the essence of the market 
economy—from the perspective of the modern Austrians—is that it is a process of competitive-entrepreneurial 
discovery. What characterizes the market economy is competition, what drives the market is entrepreneurship, 
and what constitutes the steps in the market process are discoveries. In the market process we discover new ends 
and means. Accordingly, a tax system can be assessed with respect to the ability to promote creative acts of 
entrepreneurship. So we do ask the question: What influence does the tax system have on the market’s 
competitive-entrepreneurial discovery process and hence the future growth of business? 
 
First we do state the core of the just-mentioned modern Austrians. Israel Kirzner, one of the present day 
leading figures in Austrian economics, describes modern Austrianism as an authentic extension of Carl Menger's 
older static subjectivism: a consequent dynamic subjectivism. In modern Austrianism, the two central figures are 
Ludwig von Mises and Friedrich Hayek. Both authors focus on market adjustment processes. Kirzner, building 
his theory as Mises and Hayek did, believes that one of the greatest failures of mainstream neoclassical 
(equilibrium) analysis is that it assumes equilibrium is actually brought about. The real problem is to describe the 
realization of an equilibrium as the result of "the systematic way in which plan revisions are made as a 
consequence of the disappointment of earlier plans" (Kirzner, 1962, p. 381). The entrepreneur has to be alert, 
e.g., to already existing, but as yet widely unnoticed changes (Kirzner, 2008, p. 4). It is to be noted, however, 
that modern-Austrian economics does not aim at exploring the roots and the determinants of individual 
entrepreneurial alertness. It is just that the nature of the market process is seen more clearly by paying attention 
to entrepreneurial alertness---indeed is driven by such alertness (o.c., p. 5). 
 
From the Austrian point of view, we infer four reasons not to tax the entrepreneur and therefore 
business (cp. Leen 2004).  
 
(1) If the market is a process of discovery, the first effect of a tax system is not it’s effect on “the 
relative preferability for the decision maker of already-perceived alternative courses of action” (Kirzner, 1985, p. 
94). This as the mainstream neoclassical economist tells us. The effect we have to take into account is “the 
possibility that the tax may have, perhaps, significant impact upon the very perception by the prospective 
taxpayer of what array of opportunities are available for his choice” (o.c., p. 94). By emphasizing the alertness of 
the entrepreneur to new ends and means we subscribe to the just-cited tradition of the Austrian school of 
economics. 
 
We illustrate this look on taxation by distinguishing between the truly unexpected and the counter-
expected. Uncertainty (risk) is first and foremost illustrated in the appearance of something completely 
unexpected. “[T]he situation holds unknown possibilities unconstrained by known constraints. It is the 
entrepreneur’s awareness of the open-endedness of the decision context that appears to stimulate the qualities of 
self-reliance, initiative, and discovery” (Kirzner,1985, p. 109). For the neoclassical, however, only counter-
expected things do happen. He thought to be 99 percent sure the sun would shine tomorrow. But the counter-
expected did happen---it rained.  
It also follows, and that is the crux of creating growth, that first and for all, an error (utter ignorance) in 
a market economy does unveil itself by showing up as an opportunity for monetary profit. If this is the case, we 
can infer that any form of taxation that lowers prospective profits and hence stifles the stimulating open-
endedness of the entrepreneurial situation goes against the entrepreneurial process of discovery. The curtailment 
by taxation of the open-endedness of the discovery process is our first reason to exempt the producer from 
taxation.  
 
(2) We do exclude the entrepreneur from taxation since demand is not the desire of the consumer for a 
hypothetical product not yet produced. “[T]he demand that is expressed in the demand curve for a product means 
the quantities of it that consumers will be prepared to buy, at given prices, when offered the opportunity of doing 
so” (Kirzner, 1973, p. 178). To be more specific “production decisions are determined by entrepreneurial 
anticipation of the patterns of demand that will be evoked by alternative production plans” (o.c. p. 176). So if the 
distortions of taxation—that is the impact on the discovery process—should be minimized, taxes should no be 
levied on the entrepreneur. Since he is the first, the conditio sine qua non, to come up with something new in the 
causal market process. Though of course there are entrepreneurial consumers. The producer hires, e.g., a trend 
watcher to spot those entrepreneurial consumers with their new means and ends. Monetary gain, however, is by 
definition no part of the consumer’s motivation. So taxation does not have any influence on that process. In 
general we can state that if the producer does not start with a new product, no one else will do it for him.  
 
(3) If it is entrepreneurship we do focus on profits, as just have been shown, have to be as visible and as 
promising as possible. Entrepreneurship, however, involves not only fundamental uncertainty in general but also, 
and of particular relevance of here, uncertainty as far as the complexity and instability of the tax code goes. 
Think of the many legislative changes and tax court rulings. [F]rom the point of view of the prospective 
entrepreneur the profit opportunity is, with all its uncertainty, there” (Kirzner, 1973, p. 83). [T]he alert 
entrepreneur, discovering what seems to be an attractive opportunity, [however] may have considerable 
misgivings [uncertainty] concerning the venture” (Kirzner, o.c., p. 78). Often, because of either the sheer size or 
instability in the tax code, it is impossible to predict (there is fundamental uncertainty) the tax consequences of a 
particular activity. This uncertainty leads to a loosening of the entrepreneurial grip on pure profit. This since 
profits or losses arising from tax changes, by a fortunate or unfortunate change in the tax system, do appear after 
the entrepreneur has taken up his position, A potential and in fact superior vision may be highly stifled. We do 
remove much of the incentive—to “purposeful alertness, the alert purposefulness” (Kirzner, 1999, p. 39)—for 
paying attention to the unknown. Hence a tax system should be simple, predictable, and, preferable, exclude the 
producer-entrepreneur.  
 
(4). Austrians emphasize the division of knowledge and its growth. Entrepreneurial opportunities tend 
to appear within the context of a specific time and place. So—after Friedrich Hayek—a decentralized economy 
is the place to look at. It allows individuals to act on their entrepreneurial insights, and rewards them for doing 
so. The institutional setting of the market is especially fitted to stimulate discovery. It produces an environment 
where entrepreneurship is stimulated. And since entrepreneurial insights lay also the foundation for additional 
entrepreneurial insights the growth process of the economy is sustained. The market system encourages the full 
use of (decentralized) human knowledge. There is no efficient non-market, e.g., governmental, resource 
allocation. This was the insight the Austrians tried to bring to the fore in the socialist-calculation debate that 
raged in the interwar period. A debate that began with the question, “Is an efficient non-market resource 
allocation possible?” For the Austrian, market based prices are necessary to signal scarcity, to transmit 
knowledge, and to stimulate discovery. Hence the government cannot be trusted to do this job for society, that is, 
guiding the discovery process, by changing the relative preferability of outcomes and means of production by 
means of the corporate income tax. Next to the unfairness and inequity of a government that picks winners and 
losers, there simply is no efficient governmental resource allocation by means of taxation, namely to guide the 
discovery process.  
 
In sum, entrepreneurial alertness needs to be cultivated (Reed and Olson, 2014); lower taxes on 
business profits seems to be a part of the answer. This because taxing profits stifles the open-endedness of the 
market process, curtails the unique role of the entrepreneur in the market process, increases the uncertainty 
surrounding the market process, and misdirects the market process because of the governments fundamental lack 
of knowledge.  
 
 
A SOUND TAX SYSTEM: THE CRITERIA OF ADAM SMITH 
AND JEAN-BAPTISTE SAY 
 
 
What characteristics do Adam Smith and Jean-Baptiste Say use to describe a sound tax system? 
 
Smith four criteria 
 
In his magnum opus: An Inquiry into the Nature and Causes of the Wealth of Nations (1776, pp. 888-
890) Smith (1723-1790) states four principles a good tax should adhere to.  
 
One, [t]he subjects of every state ought to contribute towards the support of the government, as nearly 
as possible, in proportion to their respective abilities; that is, in proportion to the revenue which they 
respectively enjoy under the proportion of the state. The expense of government to the individual of a 
great nation, is like the expense of management to the joint tenants of a great estate, who are all obliged 
to contribute in proportion to their respective interests in the estate.  
 
Two, [t]he tax which each individual is bound to pay ought to be certain, and not arbitrary. The time of 
payment, the manner of payment, the quantity to be paid, ought to be clear and plain to the contributor, 
and to every other person. Where it is otherwise, every person subject to the tax is put more or less in 
the power of the tax gatherer, who can either aggravate the tax upon any obnoxious contributor, or 
extort, by the terror of such aggravation, some present or perquisite to himself.  
 
Three, [e]very tax ought to be levied at the time, or in the manner, in which it is most likely to be 
convenient for the contributor to pay it.   
 
And four, [e]very tax ought to be so contrived as both to take out and to keep out of the pockets of the 
people as little as possible, over and above what it brings into the public treasury of the state.  
 
In short, a sound tax system would have the requirements of fairness/equity, certainty/transparency, 
convenience and economy/efficiency. 
 
Does the corporate income tax live up the Smith’s criteria? We do start with his first characteristic. 
According to Smith a tax should be based on who benefits from that where the proceeds of a tax are used for. In 
history, the benefits principle is one of the most prominent ways to determine in a fair way who should bear the 
burden of a tax. The other principle is the ability-to-pay principle. Though for Smith they are almost the same; he 
equals more benefits with more ability to pay. The benefits principle of tax fairness, as chosen by Smith, says 
that those who benefit from public spending should bear the burden of the tax that pays for that spending. For 
Smith the primary benefit the government provides, is the protection of each individual’s wealth. This includes 
the creation of social welfare programs; so the poor do not turn against the rich (Moran, 2009, p. 205).  
 
This all seems quite reasonable, but does not imply the necessity of a corporate income tax. This since--
-the fact is---that though business are legal (entities) persons, and do no doubt benefit from government 
expenses, they are not natural persons---and only natural persons do pay taxes. (If not, let us establish a 
corporation whose sole aim is to pay our taxes.) As said by Milton Friedman (1972, p. 86): “The elementary fact 
is that ‘business’ does not and cannot pay taxes. Only people can pay taxes.” Businesses are just the tax 
collectors who do forward money to the government--- and that money comes from the corporation’s employees, 
customers or stockholders.  
 
Though it is often difficult to know who ‘really’ pays a tax, no matter what sort of tax: 
  
“this difficulty is greatest for taxes levied on business. That fact is at one and at the same time the chief 
political appeal of the corporation income tax and its chief political defect. The politician can levy 
taxes, as it appears, on no one, yet obtain revenue” (o.c., p. 86-87).  
 
To tax individuals directly would make it far more clearer who really does pay the tax. Corporations are 
just legal fictions and legal fictions do not pay taxes. It is also highly misleading to treat them as persons who do 
really pay taxes. It is also better to tax the dividend, property and wealth of individuals (Moran, 2009)---but not 
to tax the income of the firm.  
 
As for Smith’s second characteristic of certainty: taxpayers should be able to determine the amount of 
the tax they must pay as well as when and how they should pay. The incidence of the corporate income tax is, 
however, unclear. Who ultimately shoulders the burden of the corporate income tax? No one knows. There is no 
one rule that fits all unique situations of time and place to infer the incidence of the corporate income tax.  
 
In other words, though the corporation technically “pays” the tax, those costs are passed on to others. In 
a recent meta study reviewing 45 of the major studies on the matter, it was concluded that almost 60 percent of 
the corporate tax burden falls on native or foreign workers (Southwood, 2014). In the U.S. it was found that 
domestic labor bore slightly more than 70 percent of the burden of the corporate income tax (Sinclair, 2012, p. 
261). Hence, it is unclear who pays the tax but for sure it is not the firm. And more than that, it is not a 
democratically chosen government---as it should be---but a firm, next to the market forces, who determines, to a 
certain extent, the incidence of the tax. The taxpayer is also condemned to the whims of the firm.  
 
Third, a tax should be levied at het time it is most likely to be convenient for the taxpayer. Just as the 
sales tax and the income tax is taxed at the moment of the purchase or receiving the income. But since the tax 
code for the corporate income tax---if only trying to cure tax evasion---is changing constantly there is often no 
certainty at all.  
 
Fourth, taxes should have minimum administrative and compliance costs. The burden of complying 
with the tax code on the firms, however, is enormous. The Dutch tax code has been described as “an 
impenetrable jungle in which so-called (fiscal) Tarzans laboriously try to go forward while slinging on fragile 
lianas and uttering unintelligible primal screams” (Vries and Brandsma, 2014, p. 1178). For 2008, in the U.S., “a 
total of $ 161.7 billion was spent by businesses complying with the tax code” (Laffer, Winegarden and Childs, 
2011, p. 20). The same as for the Dutch and U.S. goes for the U.K. tax code: it “is one of the longest in the world 
at over 11.000 pages, thanks largely to its absurd complex system of company taxation” (Booth, 2012). 
 
In sum, the corporate income tax does not adhere to Smith’s four principles for a sound tax code.  
 
 
Say’s five criteria  
 
In his Treatise on Political Economy; or the Production, Distribution, and Consumption of Wealth 
(1803), the most popular textbook on economics in the U.S. during the mid-1800s till 1880, Say (1767-1832) 
states his five principles of taxation. Say was the best-known expositor of Smith’s views in Europe and America. 
His Traité d’économie politique was translated into English and used as a textbook in England and, as just-said, 
the United States. For Say, the principles are almost self-evident. In general, “[t]he best taxes, or rather those that 
are least bad, are 
 
(1) Such as are the most moderate in their ratio. (2) Such as are least attended with those vexatious 
circumstances, that harass the tax-payer without bringing anything into the public exchequer. (3) Such 
as press impartially on all classes. (4) Such as are least injurious to reproduction. (5) Such as are rather 
favorable than otherwise to the national morality; that is to say, to the prevalence of habits, useful and 
beneficial to society” ([1803] 1855: III.VIII.11).  
 
After looking at the criteria as used by Smith what is new from the criteria as used by Say?  
Say’s second criteria resembles Smith second and third principle (certainty and convenience as to time 
and manner of payment). Minimizing these circumstances includes the administration and compliance costs of 
taxation (Brandly, 2007, p. 70). 
 
 His criteria three, which looks like the ability-to-pay principle, seems almost the opposite of Smith’s 
first one: the benefits principle (rates set in proportion to revenue). For Say the tax side and the expenditure side 
are viewed separately. For Smith the tax side and the expenditure side are connected. For Say taxation must be 
impartial. As a consequence everyone can compete on even terms with the rest. “Favour to one is most 
commonly injustice to all others (o.c. III.VIII.31). As far as this impartiality or uniformity principle of taxation 
goes, Say, however, does not favor an equal proportional tax to all. He makes the case for a progressive system. 
“[T]axation must not only be equitable apportioned, but must press on revenue with progressive gravity” (Say, 
o.c., III.VIII.34.). Practically for Say this means that superfluities, as can be bought with a higher income, need 
to be taxed more than necessaries. A high income is also a proxy to distinguish between superfluities and 
necessaries. So after all in practice the differences between Smith and Say are not that big.    
  
Say’s other criteria (most moderate, least injurious to reproduction, and favorable than otherwise to the 
national morality) are probably based on the difference between Smith’s and Say’s philosophy of the use of 
paying taxes in the first place. For Smith, “every tax, however, is to the person who pays it a badge, not of 
slavery, but of liberty” Say, however, compares taxation to theft, extortion, and even suicide (Brandly, 2007, p. 
68). Probably both Smith and Say are right. Of course governments do need some money. Taxes also do have to 
be paid---but at some point beyond that, taxation becomes nothing more than legalized stealing. Say also gives 
examples where lowering a tax has no effect on, or even increases tax revenues. Just as increasing taxes has no 
effect or even decreases the tax revenue. For Say, the exception for allowing higher taxes is if the aim is to curb 
vices. If a vice is generating harmful effects then reducing that activity generates positive benefits to the 
community (Say, o.c., III.VIII.56).   
 
With his other criteria Say is clearly in line with the modern Austrian tradition: taxes should harm 
capital formation as little as possible. Hence the full title of Brandly’s (2007) article is: “Jean-Batiste Say, the 
Father of Austrian Public Finance: Views on Taxation”. This is especially illustrated in Say’s first and fourth 
principle: taxes should be low and no tax should damage the economy out of proportion to the revenue it raises 
(Pirie, 2013). For Say, taxation, not under-consumption---as is the wisdom of the Keynesians---is a factor 
limiting production (o.c., p. 66). Say is best known for his law of markets, which postulates that supply creates 
its own demand. Say attributed economic depression not to a general weakness in demand but to temporary 
overproduction in some markets and underproduction in others.  
 
Though this does not mean that Smith was not aware of the consequences of taxes on wages and profits. 
For Smith both taxes diverted resources from wealth-creating activities. Taxes on the profits of stock were 
destructive of wealth creation because stock cultivates land and labor and a tax on profits diminishes both the 
rent of land and the wages of labor (Walton, 2014).  
 
 
 
 
 
CONCLUSION 
 
 
The immorality of the corporate income tax is clear. It keeps people poor because it causes a lack of 
capital formation and hence stifles labor productivity and wages. Just as well as the tax stifles the competitive 
entrepreneurial process of discovery. Nevertheless the tax is favored by low income groups. Probably because of 
the misunderstanding that corporate income taxes are paid by businesses. A popular misunderstanding the 
government does play up to. As is said: “corporate taxes may exist in part because of the political advantage of 
imposing taxes the burdens of which are difficult to trace through individuals” (Auerbach, 2008, p. 30). The tax 
also lacks transparency.  
 
The corporate income tax can best be described as a populist tax. In fact it is often, even by socialists, 
introduced and supported as a form of class warfare; eliminating corporate taxation would be branded a 
giveaway. In reality, however, businesses are only the tax collectors at best or, at worst, non-democratic 
institutions who determine who does pay the tax. Business, and not the democratically elected government, 
determines who really pays the tax: consumers, workers or shareholders. Besides it is a very cost ineffective way 
to tax. This given the huge compliance costs. In sum, if we do abolish the corporate income tax and do change it 
for a direct tax we do better see who pays---and live up to Smith and Say’s criteria of a good tax.  
 
What to do to live up to Smith’s and Say’s criteria for a sound tax code? First, in discussions to tax or 
not to tax corporations play the ethical trump card of the fundamentally immorality of the tax: it lets workers, 
probably especially the poorest of them, pay and keeps them poor. The last is done by stifling capital formation 
and the entrepreneurial process of discovery. Second, to state out the myth, again and again, that prevails in 
popular discourse that the corporate income tax is somehow paid by corporations. Corporations are just legal 
fictions and no more. Just as your car does not pay your road tax or your house does not pay your real estate tax. 
Third, corporation tax lacks public legitimacy. It is “decided” by businesses and not the democratically chosen 
government. Fourth, to make the case to abolish the corporate income tax and instead tax people by a simple 
consumption tax and/or a tax on distributed income (Sinclair, 2012; cp. Rattner, 2014). Since most countries 
already have gradually moved toward collecting a large share of their revenue from value added taxes (Hassett 
and Mathur, 2009), a lower corporate income tax would also put the U.S. tax system more in line with other 
OECD countries. By a tax on distributed income (a capital income tax) we do mean to tax income, namely 
interest and dividend, as and when it flows to people. However, rather than entirely abolishing tax collection at 
the corporate level and leaving it up to individuals to declare their dividend individually it should be levied, at 
the corporate level. Just as is done by labour income (o.c., p. 270). This for reasons of lowering the overall 
burden of administration and reducing the scope for evasion.  
 
To conclude, and may be most surprisingly, gaming the tax system might be not that bad after all---at 
least for the ordinary workers. For they do no longer have to pay the main share of the corporate income tax bill.  
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